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UNITED STATES BANKRUPTCY COURT
NORTHERN DISTRICT OF CALIFORNIA

Inre Case No. 91-56128-MM

Chapter 11
IMDAD and SS TARA KHAN,
MEMORANDUM DECISION AND

Debtors. ORDER SUSTAINING OBJECTION
TO CLAIM OF DELTA COSTANZO

INTRODUCTION

The confirmed chapter 11 plan of Imdad and Sitara Khan providesfor payment infull to their
unsecured creditors. The Khans, however, object to the claim filed by Delta Costanzo. Costanzo's
claim seeks recovery on eleven promissory notes now totaling $740,735, which were, before
foreclosure of a senior obligation, secured by the Khans real property. Because the Khans are
entitled to the protection of California Civil Procedure Code 8 580D, the objection is sustained, and
Costanzo's claim is disallowed.

FACTUAL BACKGROUND

The property involved in this action is an eleven-building fourplex complex located on
Alvarado-Niles Road in Union City, California (the "Alvarado-Niles Property” or the "Property").
Costanzo sold the Property in 1978, subject to an existing deed of trust in favor of Fidelity Savings,
to Edwin P. Carter, and took back a $900,000 promissory note, secured by awrap-around deed of
trust (the “Carter Note”). Carter later deeded a 2/7th share of the Property to Stephen Miller
(together, “Carter/Miller”).
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In 1981, Carter/Miller sold the Property, in violation of the due-on-sale clause in Costanzo's
deed of trust, to the Alvarado-Niles Four-Plex Group, a limited partnership. The partnership paid
$2,017,177, with $179,677 in cash and a promissory note for $1,847,500, secured by an al-inclusive
deed of trust whichwrapped around Fidelity’ sfirst deed of trust and Costanzo’ swrap-around second
deed of trust.

When this partnership filed for bankruptcy, the debtor-in-possession sold the Property to
Thomas Tomanek for $2,250,000. Tomanek obtained a senior loan from World Savings of
$2,019,600 and gave eleven purchase-money notes with atotal obligation of $400,000 to Costanzo
(the "Tomanek Notes"), secured by new junior deeds of trust in full satisfaction of the Carter Note.
In 1983, Tomanek sold the property to the Khans, who assumed the existing first deed of trust, issued
replacement notesto Costanzo (the“ Khan Notes’) and paid $286,160 in cash. The Khanseventually
defaulted, and World Savings foreclosed on the Property, leaving Costanzo as a sold-out junior on
the Khan Notes.

Costanzo then brought suit in Superior Court for the County of Alamedato recover on the
Khan Notes. That court granted summary judgment to Costanzo, awarding the balance due. On
appedl, the First District Court of Appeals reversed and directed that judgment be entered for the
Khans. However, because the Khans had not filed their own motion for summary judgment, on
reconsideration, the Court of Appeals withdrew that portion of the opinion that ordered that
judgment be entered for the Khans. The California Supreme Court declined to review the case.

After the Khans filed their chapter 11 case, the litigation continued in this court. On the
parties crossmotionsfor summary judgment, the Khans asserted that the opinion of the First District
Court of Appealswasthelaw of the case and consequently did not controvert the additional evidence
that Costanzo submitted. The court granted the Khans motion for summary judgment and denied
Costanzo's motion for summary judgment. On appeal, the District Court reversed and remanded.

TheDistrict Court concluded that the decision of the First District Court of Appealswas not
the law of the case since new facts were presented in the record before the bankruptcy court. The
District Court ordered thiscourt to conduct further proceedingsto consider thefollowing four factual

issues, which are directed to determining whether the anti-deficiency statute applies and whether the
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purposes of § 580b are served:
1. Did Carter/Miller actively participate in the Four-Plex sale?
2. Was Carter/Miller necessary to the Four-Plex sale?
3. (@) Did Carter/Miller unreasonably overvalue the property in the Four-Plex sale?
(b) If so, should Carter/Miller have known that the property was overvalued?

4. (a) Did Costanzo have an opportunity to have her initial note retired so that she would
no longer be subject to the section 580b anti-deficiency rules?

(b) If so, did Costanzo elect to take an assignment of the Tomanek Notes for tax reasons?

In re Imdad and Sitara Khan, No. 94-4339 FMS (N.D. Cadl. filed Mar. 27, 1995).

Rather than renewing their motions for summary judgment before this court, the parties
proceeded to trial on the merits. The court's Pre-Tria Order, filed November 21, 1995, sets forth
those facts that are stipulated by the parties. The facts are aso contained in the published opinion
of the First District Court of Appealsin Costanzo v. Ganguly, 12 Cal. App.4th 1085, 16 Cal. Rptr.2d

55 (Cal. App. (1st Dist.) 1993). It was further stipulated during trial that the total principal and
accrued interest due under the Khan Notes is $740,735.40 accruing at the rate of $116.12 per diem
from December 1, 1995 until entry of judgment. This Memorandum Decision addresses the 26
remaining disputed issues of fact and the 17 issues of law identified by the partiesin the court's Pre-
Trial Order. The court’s findings with respect to the issues of fact identified by the parties are set

forth below chronologically by transaction.

FINDINGSOF FACT

|. Costanzo’s Sale to Carter/Miller in 1978

Issue 8. To what degree was Mrs. Costanzo knowledgeable and sophisticated about real

estate secured transaction procedure and law?

1 Counsel raise as alegal issue whether Costanzo should be reimbursed for payments made
to the receiver prior to foreclosure of the Property. Thisissue was not briefed or argued; however,
the court is not aware of any legal basis that reimbursement by the Khans would be required.
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Issue 9. Did Mrs. Costanzo use or have access to professional advisors including, but not
limited to accountants and lawyers?

Issue 10. What were the circumstances and motivations surrounding Mrs. Costanzo's sale
of the Alvarado-Niles Property in 1978?

Issue 11. What were the terms and conditions of the sale of the Alvarado-Niles Property to
Carter in 19787

Issue 12. Did Carter have ahistory of failing to make payments or of making late payments
on the note owed to Mrs. Costanzo?

Issue 13. Prior to electing to take an assignment of the Tomanek promissory notes, did Mrs.
Costanzo ever pursue, or have the opportunity to pursue, any remedies against Carter as aresult of

his failure to make payments on the note owed to her?

The Alvarado-Niles Property was acquired by Delta and Louie Costanzo during their
marriage, was developed by Louie Costanzo, and was awarded to Delta Costanzo upon dissolution
of the marriage in 1976. Until 1976, Costanzo was not employed outside of the home. During her
twenty-nine year marriage, her husband made all the investment and business decisions without
consulting her, and she relied upon him to read and tell her whether to sign legal and financial
documents. After the divorce, Costanzo moved into one of the fourplex units and managed the
property, with the assistance of her daughter, until shesolditin1978. Withlimited practical business
experience and only a high school education, Costanzo was not then personally knowledgeable or
sophisticated regarding real estate transactions. However, since her marriage dissolved, Costanzo
has held investment interests in real estate, real estate limited partnerships, oil and gas limited
partnerships, securities, bonds, and tax-deferred annuities. She owned an ice cream store and
restaurant, and has operated a Christian bookstore and a Christian referral service. She also
maintained an investment account at Shearson, Lehman.

Although Costanzo may not have been personally sophisticated or knowledgeable, she
employed and relied upon accountants, lawyers, at least onestockbroker, and other professionalswho

were knowledgeable and sophisticated regarding secured investments in real property, including
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relevant procedures and law, aswell as other investments. Costanzo hired James M. Shank, C.P.A.,
within ayear of her divorcein 1976 to handle al of her financial affairs. Subsequently, she retained
Robert E. Hawn, C.P.A., when Hawn acquired Shank's practice in 1981. Costanzo aso retained
Steven Bernard, Esg. to represent her in the divorce. With Hawn's assistance, Costanzo retained
Patricio Letelier, Esg. in 1981 and Philip Rivera, Esg. in 1982. It was customary for Costanzo to
forward legal and financial documents to her advisors for review and recommendation. Costanzo
testified that she frequently signed documentswithout reading them, because she generally could not
understand business documents, and that she would not ask for clarification if she believed that she
wouldn't understand the explanation.

Robert Hawn, her accountant from 1981 until 1988, testified that she was not naive and that
she developed a basic knowledge of business over time. Hawn testified that Costanzo understood
the significance of afirst deed of trust, an all-inclusive deed of trust, foreclosure, and "carry-back"
notes. Costanzo denies understanding the meaning of a deed of trust as of 1984; however, her
testimony is self-serving. It is clear to the court that Costanzo is an intelligent woman who has
learned how to protect her interests.

When Costanzo sold the Alvarado-Niles Property to Carter in 1978, the sales price was
$1,250,000, of which $900,000 was financed by a promissory note, payable over ten years at the
annual rate of 8.25%, secured by an all-inclusive deed of trust in favor of Costanzo. This deed of
trust wrapped around afirst deed of trust in favor of Fidelity Savings with a balance remaining of
$408,400.10. The Carter Note contained a due-on-sale clause. Carter made a cash down payment
of $350,000. Helater conveyed a2/7thsfractiona interest to Stephen Miller by grant deed recorded
in March 1979. Carter’s payment history to Costanzo on the note was sporadic. Payments were
frequently lateor madewith*insufficient funds’ checksand occasionally missed altogether. Costanzo
retained at separate times lawyers Patricio Letelier and Philip Riverato collect on the Carter Note
and to record a notice of default. Costanzo’s actions make clear her awareness that if Carter
defaulted on the note, she could foreclose her interest in the Property pursuant to her second deed

of trust.
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[I. Carter's Sadle to the Four-Plex Group in 1981

Issue 14. When did Mrs. Costanzo and/or her agents have knowledge of Carter's sale of the
Alvarado-Niles Property to the Four-Plex Group?

Issue 15. What werethetermsand conditionsof the sale of the Alvarado-Niles Property from
Carter to the Four-Plex Group in 19817

Issue 16. What was Carter's involvement in the Four-Plex Group's bankruptcy proceeding?

Without honoring the due-on-sale provisions in the Carter Note or advising Costanzo,
Carter/Miller sold the Property to the Alvarado-Niles Four-Plex Group, alimited partnership, inMay
1981. The Four-Plex Group was organized by genera partners Don and Carmen Goodman, who
were realtors operating under Carter’sreal estate brokerage. The purchase pricewas $2,017,177,
consisting of a cash payment of $169,677 and awrap-around promissory note for $1,847,500. The
note to Carter/Miller was payable over ten years at the annual rate of 12.75% and secured by an al-
inclusive deed of trust in favor of Carter/Miller, which wrapped around Fidelity Savings first deed
of trust and Costanzo's wrap-around second deed of trust. Costanzo first learned of Carter/Miller’s
sale of the Alvarado-Niles Property to the Four-Plex Group in February 1983 when Carter, in
responseto acollectionletter from Philip Rivera, Costanzo'sattorney, wrote Riverathat the Property
had been sold to a partnership that subsequently filed bankruptcy.

In hindsight, it appears that Carter/Miller unreasonably overvalued the Property and that
Carter/Miller should have known that the Property was overvalued because of their own difficulty
in servicing the debt to Costanzo. The net income from the Property was clearly insufficient to
service the debt, and the Four-Plex Group promptly went into default on its note to Carter/Miller.
Carter/Miller recorded anotice of default in October 1981 and published a notice of trustee's sale set
for April 15, 1982. The Four-Plex Group sought bankruptcy protection on April 12, 1982.

Carter/Miller appeared before the bankruptcy court five times, vigorously prosecuting
multiple motions for relief from the automeatic stay. Following at least two hearings, the court
continued the automatic stay for aminimum of 90 days and subsequently granted a"drop dead" date.

However, whenthe court extended the* drop dead” date, Carter became convinced that he may never
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be able to foreclose on the Property. Progress was not forthcoming on refinancing or selling the

Property, and Carter/Miller’ s position deteriorated while the case languished for seventeen months.

[11. The Four-Plex Group’'s Sale to Tomanek in 1983

a. Pre-Sale Negotiations

Issue 1. Whether Carter "actively participated in" the sale of the Alvarado-Niles property
from the Four-Plex Group to Tomanek?

Issue 2. Whether Carter was" necessary to" the sale of the Alvarado-Niles Property fromthe
Four-Plex Group to Tomanek?

Issue17. What werethe negotiations between Tomanek and representativesof the Four-Plex
Group regarding Tomanek's purchase of the Alvarado-Niles Property?

Issue 18. What involvement did Mrs. Costanzo and/or her agents have in the Four-Plex
Group's bankruptcy?

Issue 25. Did Mrs. Costanzo and/or her agents know, or should she and/or her agents have
known, that the Alvarado-Niles Property was overvalued when it was sold to Tomanek in 1983?

Issue 26. Who benefitted from the sale of the Alvarado-Niles Property to Tomanek?

Carter denies having actively participated in the negotiations or having participated in
structuring the secondary financing for the sale to Tomanek. However, the court discounts this
testimony as not consistent with other evidence and instead finds that Carter “actively participated
in” the sale of the Alvarado-Niles Property from the Four-Plex Group to Tomanek.

Tomanek originaly offered to purchase the Property for $2,068,000 in negotiations with the
Goodmans, the Four-Plex Group general partners. However, asit was obvious that the Four-Plex
Group would receive nothing from the sale, the Goodmans continuing participation in the
negotiationswas minimal. Tomanek testified that the Goodmans countered Tomanek's offer because
Carter demanded a higher price and that it was Carter who dictated the terms of sale. The only

significant decision left to the Goodmans was to select the title company.
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Carter personally attended each of the hearings before the bankruptcy court. Heinz Binder,
bankruptcy counsel for the Four-Plex Group, was attempting to negotiate a reduction in
Carter/Miller’ ssecured claimin order to generate sufficient proceeds fromthe sale to fund a chapter
11 plan. Binder recounted a lengthy, perhaps day-long, meeting to discuss an accounting of the
secured debt to Carter/Miller with Carter, whom he described as “vocal.”

The Four-Plex Group ultimately sold the Property to Tomanek for $2,250,000. Theincrease
in price from Tomanek’ s offer benefitted only Carter/Miller, who held the most junior deed of trust,
but Carter/Miller was still required to reduce its demand by $37,500 in order to close escrow. The
bankruptcy estate retained $100,000 from the total purchase price, which was just sufficient, when
combined with other estate assets, to cover rent deposits, closing costs, and costs of administration
and to fund a plan paying a distribution of approximately 30% to unsecured creditors of the estate.

Carter also negotiated the terms of the secondary financing, because he originally intended
to accept a promissory note secured by a second deed of trust. Asfurther evidence of the extent to
which Carter was involved in the negotiations, Carter was so impressed with the terms of the loan
that Tomanek obtained from World Savings that he requested an introduction to Tomanek’s loan
officer. Infact, the bankruptcy court order approving the terms of the sale and the compromise to
reduce the amount of Carter/Miller's secured claim, which Binder drafted, includes a provision at
Carter’ s request requiring Tomanek to introduce Carter to Tomanek's loan officer.

Carter's participation was al'so necessary to the sale of the Alvarado-Niles Property. Counsel
for the Four-Plex Group did not request a sale of the Property “free and clear of liens,” but smply
an order approving the sale. The ramifications of a simple order approving a sale on oversecured
property are that the demands in escrow of secured creditors must be consensually reduced for
escrow to closeonthetermsproposed. Without Carter’ s consent to thetermsof the sale, the escrow
would not have closed.

Accompanied by her accountant, Costanzo attended the hearing in August 1983 approving
the terms of the sale to Tomanek. However, Costanzo’s involvement in the bankruptcy case was

otherwise minimal, and neither she nor her accountant participated inthe negotiationswith Tomanek
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on the primary or the secondary financing, as all parties assumed at the time that Costanzo would
require payment in full from the escrow.

Carter/Miller ultimately benefitted from the sale of the Alvarado-Niles Property from the
Four-Plex Group to Tomanek in September 1983. Although Carter/Miller voluntarily reduced their
demand in escrow, Carter/Miller received approximately $750,000 from the close of escrow upon

assignment of the Tomanek Notesto Costanzo.

b. Overvaluation

Issue 3. Whether the seller of the Alvarado-Niles Property overvalued the Property when it
was sold by the Four-Plex Group to Tomanek in 1983?

Issue 21. Did Tomanek overvalue the Alvarado-Niles Property when he purchased the
Property in 1983?

Issue 22. Did World Savings overvalue the Alvarado-Niles Property when it appraised the
Property in 1983 in conjunction with Tomanek's application for aloan to purchase the Property?

Issue 23. Did Carter overvalue the Alvarado-Niles Property when it was sold to Tomanek
in 19837

Issue 24. Should Carter have known the Alvarado-Niles Property was overvalued when it

was sold to Tomanek in 19837

The $2,250,000 price obtained by the Four-Plex Group, as seller of the Alvarado-Niles
Property to Tomanek, represented the fair market value inasmuch asit was determined after arms -
length negotiations between awilling buyer and awilling seller. However, for § 580b purposes, the
Property was overvalued because neither its income nor its expected future appreciation would
support the price paid. Moreover, the Four-Plex Group should have known that the rental proceeds
from the Property were insufficient to service the loan, based on its own inability to service the
Carter/Miller financing.

In connection with Tomanek’ s loan application, World Savings had the Property appraised
in June 1983 at $230,000, per unit, or $2,530,000, which was excessive. Through an oversight by
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World Savings, the escrow closed with financing on the Property in excess of Tomanek’ s purchase
price and in excess of the loan-to-value ratio mandated by federal regulation. On the total purchase
price of $2,250,000, the loan from World Savings in first position was $2,019,600 and the eleven
secured promissory notes in second position totaled $400,000. Although Tomenek did not
necessarily overvalue the Property, the closing statement for the escrow reflects that Tomanek
received $116,536.83 out of escrow. Tomanek testified that a portion of those funds were
attributable to security deposits, operating cash, unpaid taxes, and rent proration and did not
constitute cash in hand on close of escrow. He further explained that, in his view, thiswas justified
because he reinvested this money, as well as additional funds, in the Property. Costanzo received
approximately $117,000 from escrow and the eleven promissory notes assigned from Carter/Miller.

Carter should have known that the Alvarado-Niles Property was overvalued when the
Property was sold to Tomanek in 1983. During the pendency of the bankruptcy case, there were
valuation hearingson Carter/Miller'smotionsfor relief fromthe automatic stay wherein Carter/Miller
requested permission to foreclose on the Property. Certainly, Carter, as areal estate professiondl,
was aware that the liens on the Property exceeded Tomanek’s purchase price, which explains why
he requested introduction to Tomanek’sloan officer. However, Carter also testified that he did not
have a duty to advise Costanzo, and, in fact, he did not advise her that the Property was

overencumbered when he assigned the Tomanek Notesto her.

c. Post Sale Negotiations
Issue 19. Did Mrs. Costanzo, at the time of the sale of the Alvarado-Niles Property fromthe
Four-Plex Group to Tomanek in 1983, have the opportunity to have the Carter note to her paid off?
Issue 20. Did Mrs. Costanzo elect to take an assignment of the Tomanek notes for tax

reasons?

At thetime of the sale of the Alvarado-Niles Property from the Four-Plex Group to Tomanek
in 1983, Costanzo had the opportunity to retire the Carter Note. The transaction, as originaly

structured, contemplated that Costanzo would bepaid and that Carter/Miller would receivetheeleven
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notes totaling approximately $400,000. Instead, Hawn approached Carter on Costanzo's behalf,
seeking to assign the Tomanek Notesto her. Hawn testified that cash payment to Costanzo would
have generated a substantial capital gains tax liability. Upon learning of the adverse tax
consequences, Costanzo decided to accept an assignment of the Tomanek Notesrather than payment
of the Carter Note. Hawn testified that Costanzo never protested his advice, his accepting the
assignment as her agent, or the receipt of payments directly from Tomanek before 1988. A
worksheet prepared by Hawn and introduced into evidence reflects that Costanzo's exposure to tax
liability had she been paid in cash from the close of escrow would have been $226,054, while her tax
liability resulting from collections on the notes was projected at $113,023. Hawn's testimony is
credible.

Costanzo’s testimony contradicts Hawn's in that she denied that Hawn advised her of the
adversetax consequences of accepting payment in full and denied that she authorized Hawnto accept
an assignment of the eleven Tomanek Notes and deeds of trust on her behalf. This conflict between
the testimony of Hawn and Costanzo was the basis of Costanzo’ s lawsuit against Hawnin 1988. In
that suit, Costanzo asserted a claim for professional negligence, contending that Hawn accepted the
assignment of the Tomanek Notes and trust deeds without her consent or authority. These claims
against Hawn were settled for $40,000, and the settlement was approved as a good faith settlement
under Californialaw.

Again, it appears to the court that Costanzo’s testimony is self-serving and her memory
selective. The court findsthat Costanzo elected to accept the Tomanek Notesin order to avoid the
adverse tax consequences of payment in full on the Carter Note. It is not relevant to these
proceedings whether Hawn was acting within the scope of his authority or whether Costanzo was

aware of the actions of her agent.

V. Tomanek’'s Sale to the Khans in 1984

Issue 27. What were the terms and conditions of the sale of the Alvarado-Niles Property to

the Khans in 19847
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Issue 4. Whether the seller of the Alvarado-Niles Property overvalued the Property when it
was sold by Tomanek to the Khans and Gangulys in 19847
Issue 28. Did Mrs. Costanzo at the time of the sale of the Alvarado-Niles Property to the

Khansin 1984, have the opportunity to have the assigned notes from Tomanek paid off?

The purchase price of the sale of the Alvarado-Niles Property when sold to the Khansin 1984
was$2,861,600. Thetermsof saleprovided for assumption of the existing financing and the payment
of $286,160 in cash. For some reason not clear from the record, the Khans executed eleven new
notesto Costanzo rather than assuming the Tomanek Notes. The Khans purchased this Property in
partnership with the Gangulys; however, the Gangulys' participation is not relevant for purposes of
this proceeding.

Tomanek overvalued the Alvarado-Niles Property when he sold it to the Khans. At thetime
of the sale to the Khans, nine months after Tomanek’ s escrow closed, the Property was encumbered
by afirst deed of trust securing aloan for $2,019,600 from World Savings and second deeds of trust
in favor of Costanzo securing the eleven notes which had been assigned to Costanzo totaling
approximately $400,000. World Savings had appraised the Property in June 1983 at $230,000 per
unit, or $2,530,000. Tomanek testified that he had offered the Property at $2,800,000 and that the
price was based on the gross income multiplied by ten. The Khans agreed to pay $2,681,000. The
original terms provided for assumption of the World Savingsloan and $639,000 in cash plustrades.
By then, the principal owing on the World Savingsloan had increased to $2,042,000 because it was
anegative amortization loan. After failing to find a suitable property for trade purposes, the Khans
assumed the World Savings loan and executed eleven new notes and deeds of trust in favor of
Costanzo for $384,155.42, representing the unpaid principal balance of the Tomanek Notes.

At the time of the sale of the Alvarado-Niles Property from Tomanek to the Khansin 1984,
Costanzo again had the opportunity to have the Tomanek Notes assigned to her retired. At tridl,
Costanzo testified that she called Hawn from the title company in tears when she discovered she
would not be paid in cash and, further, that she was unaware she could have demanded full payment

of the Tomanek Notes. Sheaso testified that she had aconversation with her former husband, Louie
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Costanzo, who told her there was a problem concerning the Property, but she did not recall whenthe
conversation occurred. However, her deposition testimony taken in 1988 was read into the record.
At that time, it was her testimony that Louie Costanzo advised her before she accepted the Khan
Notes that the Property was overencumbered because there were too many loans against the
Property following the sale to Tomanek. In sur-rebuttal, Louie Costanzo testified that this
conversation never occurred. The court finds that Costanzo’ s testimony at trial was impeached by
her deposition testimony in 1988 and that neither the testimony of Delta Costanzo nor the testimony
of Louie Costanzo onthis point iscredible. Although Costanzo had another opportunity to havethe
Khan Notesto her retired, either Costanzo or her agent, Hawn, again declined cash payment because
of the adverse tax consequences arising from capital gains taxes. Costanzo and her agents knew or

should have known that the Property was overvalued when it was sold to the Khans,

V. Factors Affecting Vauation

Issue 5. Whether there was a genera depression in land values at or after the Khans

purchased the Alvarado-Niles Property?

Therewasadisputeasto theadmissibility of thetestimony of Costanzo’ sexpert, WayneRice,
at trial. The court has considered the expert testimony and finds that no persuasive evidence was
presented to the court; however, the court takesjudicial notice of agenera depressioninland values
at or after thetime the Khans purchased the Alvarado-Niles Property in 1984. Moreover, the court
notesthat during the sixteen yearssince Costanzo’ sownership, the Property suffered frominattention
to maintenance. Photographs of the Property introduced into evidence portray a slum-like
environment, with broken and boarded windows, abandoned and burnt vehicles, and neglected foliage
and landscaping. The Property also may have become less desirable as aresult of changesin the tax
lawsin 1986.

POSITIONSOF THE PARTIES
Counsdl for Costanzo prepared a diagram outlining his analysis of the law under § 580b.

Pivotal to this analysisis his interpretation of the California Supreme Court’s decision in Kistler v.
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Vas, 78 Cal. Rptr. 170, 455 P.2d 106 (1969), and his assessment that Kistler is not distinguishable
from the case at bar. Applying Kistler, counsel asserts that Costanzo’s position in the sale to the
Khans should be characterized asthat of athird-party lender and that, consequently, sheis entitled
to a deficiency judgment.

Alternatively, counsel arguesthat Costanzo isentitled to adeficiency judgment because Carter
was not an active participant in the sale of the Property to Tomanek in 1983, arguing that Tomanek
controlled the terms of the transaction. He further argues that Carter was not necessary to the
transaction because Tomanek could have closed the sale without any accommodation from
Carter/Miller.

Finaly, Costanzo’s counsel contends that Costanzo did not knowingly authorize the
assignment of the Tomanek Notes from Carter/Miller and that the policy and purposes of § 580b
would not be served because the Khans have not established that the Property was overvalued.

In response, counsel for the Khans submit three aternative arguments in support of their
position, any of which, they argue, would preclude Costanzo from receiving a deficiency judgment
under 8 580b. First, they assert that, as the assignee of purchase-money notes, Costanzo is subject

to the 8§ 580b defense, under the authority of LaForgiav. Kolsky, 196 Cal. App. 3d 1103, 242 Cal.

Rptr. 282 (Cal. App. (4th Dist.) 1987). Applying LaForgia, Carter/Miller was transformed into a
"vendor" in the sale to Tomanek because of Carter's active participation in negotiating the sale and
because Carter agreed to reduce the Carter/Miller secured debt in order to consummate the sale to
Tomanek.

Alternatively, the Khans counsel urge that the notes from the Four-Plex Group to
Carter/Miller were purchase-money notesthat retained their character notwithstanding that the notes

were rewritten during subsequent salesfor new principal amounts. Ziegler v. Barnes, 200 Cal. App.

3d 224, 231 fn. 6, 246 Cal. Rptr. 69 (Cal. Ct. App. 1988).
Lastly, counsel arguesthat the Khan Notesrepresent the original purchase-money obligation
that arose when Costanzo sold the Alvarado-Niles Property to Carter in 1981 and retains its

purchase-money character for thisreason. Brownv. Jensen, 41 Cal. 2d 193, 197, 259 P.2d 425, 427

(1953), cert. denied, 347 U.S. 905 (1954).
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LEGAL DISCUSSION
A. Anti-Deficiency Protections Apply to Standard Transactions
1. Effect of Characterization of Loan Transaction as Standard
At the heart of this dispute is the proper characterization of the underlying loan transaction
as either a purchase money loan by the vendor of real property or a purchase money loan by athird-
party lender. Characterization isessential to any analysisunder 8 580b. It isthe dispositive analysis
under theKistler case and isotherwise significant since anote generally retainsitsoriginal character

notwithstanding subsequent transactions.  Ziegler v. Barnes, 200 Cal. App. 3d 224, 231 fn. 6, 246

Cal. Rptr. 69 (Cal. Ct. App. 1988).
The language of the statute provides in pertinent part:

No deficiency judgment shall lie in any event after a sale of red

property . . . for failure of the purchaser to complete his or her

contract of sale, or under a deed of trust or mortgage given to the

vendor to secure payment of the balance of the purchase price of that

real property . . ..
Cal. C.C.P. 8§580b. The statute precludes purchase money vendors of commercial property from
obtaining a deficiency judgment against the borrower after foreclosure of the property. Although
the language of the statute itself issimple, itsinterpretation has been amplified by case law as courts
have attempted to enforce the policy expressed by the California legidature. Courts have applied
8§ 580b to amyriad of transactions never contemplated when the legidation was drafted. It haslong
been the law that courts should look beyond the form and to the substance of the transaction in

applying 8 580b. Scott v. Fidelity Development Co., 39 Cal. App. 3d 131, 135, 113 Cal. Rptr. 855,

858 (Cal. App. (4th Dist.) 1974). Seedso, e.q., Bank of Italy Nat'l Trust & SavingsAssnv. Bentley,

217 Cal. 644, 20 P.2d 940 (1933); Freedland v. Greco, 45 Cal.2d 462, 289 P.2d 463 (1955); Ziegler

V. Barnes, 200 Cal. App. 3d 224, 246 Cal. Rptr. 69 (Cal. App. 1988).
A purchase money loan acquires its character at the time the trust deed is executed, and its

nature is then fixed for al time. Brownv. Jensen, 41 Cal. 2d 193, 197, 259 P.2d 425, 427 (1953),

cert. denied, 347 U.S. 905 (1954). A purchase money loan retains its character notwithstanding

subsequent assignment or substitution of the note so long asit is secured by the same property, with
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the result that a subsequent assignee of a purchase money note is subject to the § 580b protections.

Ziegler v. Barnes, 200 Cal. App. 3d at 231 fn. 6.

Section 580b is applied automatically to standard transactions to preclude a deficiency
judgment against the buyer without any consideration of the equities or the policy behind the statute.
In commercial transactions, the traditional standard purchase money transaction is one where the
buyer gives the seller a promissory note for the balance of the purchase price secured by a deed of

trust onthe property sold. Roseleaf Corporationv. Chierighino, 378 P.2d 97, 27 Cal. Rptr. 873, 876

(1963). Section 580b may be applied to “non-standard” transactionsonly if the policy of the statute
would be served.

2. Characterization of the Alvarado-Niles Property Transactions Bars Deficiency Judgment

Section 580b precludes Costanzo from obtaining a deficiency judgment under both the
second and the third theories urged by the Khans' counsel because the relevant transactions are
purchase money in character. The sale by Costanzo to Carter in 1978 is a standard purchase money
transaction. Costanzo financed a portion of the purchase price by accepting a $900,000 note from
Carter secured by awrap-around trust deed. Asastandard purchase money transaction, the Carter
Note is automatically subject to the protections of § 580b, and Costanzo would not be entitled to
recover a deficiency judgment based on that note. See Roseleaf, 27 Cal. Rptr. at 876.

Carter's subsequent sale to the Four-Plex Group in 1981 is also a standard seller-financed
transaction in which Carter carried back a note for $1,847,500. This note, which was also secured
by awrap-around trust deed so that Carter remained liable for payments under the original terms of
the purchase money to Costanzo, is subject to 8 580b protections. The Carter Note retains its

character as a purchase money note subject to § 580b protection. See Brown v. Jensen, 41 Cal.2d

at 197.

The 1983 sale from the Four-Plex Group to Tomanek is a variation from the standard
transaction since athird party who was not the owner of the Property at the time of the sale extended
financing. The anti-deficiency statute does not automatically apply to variations to standard

transactions. However, this does not preclude a finding that the loan may be transmuted into a

MEMORANDUM DECISION AND ORDER SUSTAINING OBJECTION TO CLAIM OF DELTA COSTANZO 16




© 00 N o o -~ w N P

N N N N N N DN NN R R R R R R R R R R
0o N o o M WwWN B O O 0o N o o M W DN - O

purchase money loan, asdiscussedinfra. LaForgiav. Kolsky, 196 Cal. App. 3d 1103, 242 Cal. Rpitr.

282 (Cal. App. 1988). The eleven Tomanek Notes served to replace the note from the Four-Plex
Group to Carter/Miller and are secured by the same collateral. As a result, the Tomanek Notes
assumed the purchase money characterization of the Four-Plex Group noteto Carter/Miller although

the amount and the terms of the note changed. SeeZiegler v. Barnes, 200 Cal. App. 3d at 231. That

the Tomanek Noteswereissued to purchase the Property in asale approved by the bankruptcy court
has no effect on the characterization of the notes for purposes of the application of § 580b.

The Tomanek Notes were assigned to Costanzo at close of escrow in lieu of payment on the
Carter Note. The Tomanek Notes served merely to substitute for the Carter Note, which was
originally a purchase money note. As a result, the Tomanek Notes assumed the character of
purchase money notes because they are secured by the same property athough the amount and terms
of the notes changed. 1d.

When the Khans purchased the Property in 1984, the transaction was also structured as a
variation from a standard seller-financed sale. The Khans assumed the first loan to World Savings
& Loan and intended to assume the Tomanek Notes. Instead, the Khans executed eleven new notes
to Costanzo in an amount reflecting the original Tomanek Notes less the payments made by
Tomanek. Because the new Khans Notes substituted for the Tomanek Notes, they assumed the
purchase money character of the original Tomanek Notes that they replaced. 1d. Costanzo never
advanced additional fundsto either Tomanek or to the Khans. At all times, the notes that Costanzo
carried represented her equity in the Property from the original sale to Carter in 1978. Because of
the purchase money character of the notes, § 580b precludes a deficiency judgment against the

Khans.

B. Non-Standard Transactions Are Subject to
§ 580b Only if Policy Served

Variations on the standard transaction are subject to 8§ 580b only if they come within the
purposes of the statute. Roseleaf, 27 Cal. Rptr. at 876. The court concludesthat the 1978 and 1981

sales transactions are standard purchase money transactions for purposes of application of § 580b.
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However, the sdle from the Four-Plex Group to Tomanek in 1983 and the sale from Tomanek to the
Khansin 1984 were not standard, seller-financed purchase money transactions. Although the court
has concluded that 8 580b precludes Costanzo from obtaining a deficiency judgment, to the extent
that any of the other subject transactions are a variation from the standard, the court makes the
following conclusions for purposes of making a complete record and because the parties have
presented the legal issues for determination. Thus, applying the first theory urged by the Khans

counsel, the Khans also prevail.

1. Transformation of Third Party Lender Into VVendor
Transmutation of a non-standard, non-purchase money transaction into a purchase money
transactionwould precludeacreditor who isotherwise anon-purchase money creditor fromobtaining
adeficiency judgment. Courts have construed the term "vendor" liberally for purposes of the anti-

deficiency statute. Jackson v. Taylor, 272 Cal. App. 2d 1, 76 Cal. Rptr. 891 (Cal. App. 1969);

Shepherd v. Robinson, 128 Cal. App. 3d 615, 623, 180 Cal. Rptr. 342 (Cal. App. 1981); LaForgia

v. Kolsky, 196 Cal. App. 3d 1103, 242 Cal. Rptr. 282 (Cal. App. 1988). That is, a variation from
the standard purchase money transaction may betransmuted into apurchase money transaction under
certain circumstances when financing is extended for the purchase of property. LaForgia, 242 Cal.
Rptr. at 288. A lienholder who participatesin a sales transaction and agrees to extend financing to
anew purchaser in an attempt to save his security interest may properly be construed as a vendor if
necessary to effectuate the purposes of the anti-deficiency statute. 1d. A third party lender may be
transmuted into a vendor of that party's interest as a beneficiary under the original trust deed if the
party was necessary to the transfer by consenting to and actively participating in the sale. Jackson

v. Taylor, 272 Cal. App. 2d at 6; Shepherd v. Robinson, 128 Cal. App. 3d at 625.

Here, the issue is whether the sale of the Property from the Four-Plex Group to Tomanek in
1983, whichisavariation fromthe standard transaction, should be transmuted into apurchase money
transaction to which 8§ 580b should be applied. The court concludesthat the Tomanek Notes should
be treated as purchase money notes because Carter, on behalf of Carter/Miller, both actively

participated in and was necessary to the sale of the Property to Tomanek. Jacksonv. Taylor, 272
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Cal. App. 2d at 6; Shepherd v. Robinson, 128 Cal. App. 3d at 625. Carter negotiated the terms of

the secondary financing on the sale to Tomanek, establishing the interest rate and the term of the
Tomanek Notes. Carter's approval of the purchase price was also necessary.

The court also concludesthat Carter's participation in the negotiations and in the bankruptcy
case of the Four-Plex Group was necessary to the terms of the transaction and to the consummation
of the saleto Tomanek. Hisattemptsto foreclose before and during the pendency of the bankruptcy
motivated the Four-Plex Group to consummate asale. Carter also compromised the amount of his
secured claim against the bankruptcy estate, facilitating the sale which closed pursuant to the terms
negotiated. His efforts were directed at preserving his equity interest in the Property. Carter
ultimately received $750,000 from the close of escrow on the sale to Tomanek and received the
benefit from that transaction. Under the facts, it is appropriate to construe Carter asa "vendor" in
the sale from the Four-Plex Group to Tomanek. In view of the court's earlier finding that the

Tomanek Notes should be characterized as purchase money notes, Jacksonv. Taylor and itsprogeny

merely provide an alternative basis by which the court may conclude that the Tomanek Notes are
subject to § 580b.

The question also arises whether the sale from Tomanek to the Khans should be transmuted
into a purchase money transaction. The evidence indicates that, although Costanzo’ s agreement to
accept the Khan Notes provided the financing necessary to consummate the sale, neither she nor her
agent actively participated in the sale to the Khans. Although the evidence does not support

transmuting Costanzo into a“vendor” in the sale to the Khans under Jackson v. Taylor, the character

of the Khan Notes and the policies of § 580b would be served by barring Costanzo from a deficiency

judgment.

2. Policy Objectives of § 580b
For the anti-deficiency statute to be applied to a non-standard transaction such as the sale
from the Four-Plex Group to Tomanek, not only must the lender have actively participated in and be
necessary to the transaction, but the policy objectives of 8§ 580b must also be served. California

historically has had a strong public policy against deficiency judgments. The policy objectives of the
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anti-deficiency legidation are two-fold: to prevent overvaluation by the seller and to stabilize
property values.

The overvaluation mechanismis intended to prevent an unrealistically high initial sales price
such that a deficiency judgment will amost surely follow a foreclosure sale because the value of the
property islessthan the amount of the debt. Thisfirst objective placestherisk of inadequate security
on the vendor or lender, who isin the best position to know its true value and to discourage a seller

or lender fromovervaluing the collateral aboveitsfair market value. Roseleaf v. Chierighino, 59 Cal.

2d 35, 42, 27 Cal. Rptr. 873 (1963). TheRoseleaf Court articulated the policy objectives asfollows:

Section 580b places the risk of inadequate security on the purchase

money mortgagee. A vendor isthusdiscouraged fromovervaluing the

security. Precariousland promotion schemesare discouraged, for the

security value of the land gives purchasers aclue asto itstrue market

value. (Citations omitted). If inadequacy of the security results, not

from overvaluing, but from a decline in property values during a

general or local depression, section 580b prevents the aggravation of

thedownturnthat would result if defaulting purchaserswere burdened

with large personal liability. Section 580b thus serves as a stabilizing

factor in land sales.
Id. By enacting the anti-deficiency legidation, the Californialegislature sought to prevent a secured
creditor from setting an artificially high purchase price, foreclosing, purchasing the property at a
foreclosure sale for lessthan itsfair market value, and then recovering a personal judgment fromthe
borrower for the difference between the sales proceeds and the balance of the unpaid debt.

Thereis evidence that the Alvarado-Niles Property was over appraised in 1983 when World

Savings extended financing to Tomanek to facilitate the purchase of the Property. The result of the
excessive appraisal was that the Property became overencumbered and was effectively overvalued
for purposes of application of 8§ 580b. The income from the Property was clearly insufficient to
support the debt from the time of the sale to the Four-Plex Group and thereafter. Carter was aware
of the overvaluation based on his experience with the Property. Tomanek should have been aware
of the overvaluation because the Property was overfinanced when he purchased it in 1983 and he
received funds from the escrow. Although Carter did not advise Costanzo of the overvaluation, she
should have been aware of the problem by the time she accepted the Khans Notesin 1984. Her 1988

deposition testimony indicates that her former husband informed her that the Property was
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overencumbered after the sale to Tomanek. The relative astuteness of the buyer and the seller is not
determinative of whether the anti-deficiency statute should be applied, so it is not relevant to the
court's determination of the applicability of 8 580b whether Costanzo was sophisticated. Roseledf,
27 Cal. Rptr. at 877. The overvauation ultimately precipitated the Khans default and foreclosure.
The court concludes that the objective to prevent overvaluation is served by application of § 580b
to Constanzo.

The stabilization mechanism inherent in the statute isintended to apply to situationsin which
the parties initialy set a proper selling price, but the market subsequently declines, and the security
can no longer support thedebt. 1d. at §4.28. The stabilization policy isnot directed at theimmediate
parties to the transaction but is aimed at lowing down an overall economic depression. 1d. The
assumption appearsto be that atrustor who loses the security is more likely to default on hisor her
other obligations if also faced with a deficiency judgment. 1d. In turn, unpaid creditors may face
financial difficulties, aggravating a downturn in the economy.

The court notes the general depression in property values between the Khans' purchase in
1984 and the foreclosurein 1987. Thereisalso evidence of failureto attend to deferred maintenance
on the Property. Nevertheless, thisfactor is not of particular significance to the court’s conclusion
that § 580D is applicable.

For these reasons, the statute is appropriately applied to protect the Khans from adeficiency
balance onthe notesto Costanzo. Theremainder of the discussionisdirected toward explaining why

the theories propounded by counsel for Costanzo are inapposite.

C. Kidtler Is Factualy Distinguishable
The case of Kigtlerv. Vas, 455 P.2d 106, 78 Cal. Rptr. 170 (1969), relied upon by counsel
for Costanzo, addresses an areain which case law has construed 8§ 580b strictly. Inthat case, Kistler,
as area estate broker, accepted a note secured by a second deed of trust in lieu of his commission
on areal property exchange. When the holder of the first deed of trust foreclosed, Kistler’s note
became unsecured and Kistler sued to recover the balance due. The California Supreme Court held

that Kistler wasathird-party purchase money lender not precluded from adeficiency judgment under
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§580b. Id. at 171. The Court read the text of the statute narrowly, indicating that the legislature
simply did not contemplate that third-party lenderswould be within the ambit of the statute.1d. The
Court suggested that apurchaser of commercial property that wished to avoid adeficiency judgment
could negotiate to structure the financing accordingly. Id. at 171-72.

Kistler is distinguishable from the transaction between the Khans and Costanzo because,
contrary to Costanzo's assertions, she is not a third-party purchase money lender. Costanzo is,
instead, aformer owner of the property. Asaformer owner, Costanzo had several opportunitiesto
retire the Carter Note. Specifically, Costanzo failed to exercise her rights under the due-on-sale
clause in the sale to the Four-Plex Group, and she accepted notes in lieu of payment when the
Property was sold to Tomanek, and again, when the Property was sold to the Khans.

The only explanation presented concerning Costanzo’s motive for accepting the notesrather
than payment in full wasthe testimony of her former accountant. Hawn, referring to worksheetsthat
he had prepared for Costanzo detailing the tax ramifications of the transactions, testified that he
advised her of the adverse tax consequences of accepting full payment. Costanzo’s motivation
resulting from tax incentives differentiates her from the real estate broker in Kistler, who was
arguably persuaded to extend credit because he believed that the value of the property would support
histaking ajunior deed of trust. The evidence establishesthat tax incentivesrather than the value of
the sales transactions as investments influenced Costanzo to continue to carry the financing on the
Property. Although not argued by counsdl, it isinappropriate to permit Costanzo to be treated asa
vendor for purposes of the Internal Revenue Code and the California Revenue and Taxation Code,
yet to treat her as athird-party lender for purposes of the application of § 580b.

It is the charge of this court to look beyond the form to the substance of the transaction in

applying 8 580b. Scott v. Fidelity Development Co., 39 Cal. App. 3d at 135, 113 Cal. Rptr. at 858.

In so doing, the court concludes that 8 580b should be applied to this case. The remaining

arguments raised by Costanzo’s counsel must fail because they are not supported by the facts.

CONCLUSION

Under the factsin this case, Costanzo’s claimis barred by the application of § 580b.
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